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EDITORIAL DEPARTMENT NOTE 


The first article in this issue of the Bulletin is another in the series 
describing cost accounting developments in other countries. It is of par- 
ticular interest in two ——. First it is interesting to note the part 
played by accounting—in this case compulsory uniform accounting—in the 
organization of the totalitarian state and its control and direction of in- 
dustry. Second, the nature of the accounting and cost accountin: require- 
ments under the German plan are of interest in comparison with method 
developed in this country under the free enterprise system. 

The author of this article, Dr. Adol tz, received both his under- 
graduate training and his Ph.D. from University of Pennsylvania. As 
a graduate student he was the recipient of the Jusserand Traveling Fellow- 
ship, doing graduate work at the University of Heidelberg. Subsequently 
he became instructor of accounting at the Wharton School of the Univer- 
sity of Pennsylvania. Theory was supplemented by practical experience 
with the Philadelphia accounting firm of Turner, Crook & Tebley. From 
January 1943 until recently Dr. Matz has served on the Comptroller’s staff 
of the Budd Field Division of the Edward G. Budd Mfg. Co., first as 
Systems Supervisor and more recently as Accounting Supervisor in charge 
of Costs, Tabulating, and Procedures. This fall he returns to the Univer- 
”~ of Pennsylvania as Assistant Professor of Accounting. 

. The second article in this issue is particularly appropriate at this time for 
it describes and illustrates the type of constructive cost work which the 
industrial accountant will need to substitute for wartime cost finding for 
reimbursement purposes as we move into a peacetime competitive economy. 
The door is o to those forward-looking industrial accountants who can 
clearly “er | end their function in the new industrial picture and provide 
the type of cost information and analysis that Management so greatly 


The author of this article, W. A. Dressel is a native of Chicago. Be- 

inning work with Ernst & Ernst as Junior Accountant in 1923, he advanced 
rough successive — to become Assistant Manager of the Chicago 
Office of his firm. ring the last fifteen years Mr. Dressel has specialized 
in the field of industrial engineering and is now Manager of the Industrial 
Engineering Department of the Birmingham Office of his firm. 





Articles published in the Bulletin present many different viewpoints. In 

lishing them the Association is not sponsoring the view expressed, but 

is endeavoring to provide for its members material which will be helpful 

and stimulating. Constructive comments are welcomed and will be pub- 
lished in the Forum Section of the Bulletin. 
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UNIFORMITY IN GERMAN COST METHODS 


By Adolph Matz, Assistant Professor of Accounting, 
University of Pennsylvania, 
Philadelphia, Pa. 


p= G the last two decades of the twentieth century the 

development of uniform cost systems has been undertaken by 
various trade associations in the United States. Organizations 
such as the United Typothetae of America, the American Paint 
Manufacturers’ Association, the Machinery Builders’ Society, the 
American Petroleum Institute, the Millers’ National Federation 
and many others issued uniform accounting and cost systems in 
order to permit: 


1. “The elimination of cost differences in production in the 
various businesses of a given industry arising from the use 
of dissimilar procedures in cost computations. 

2. “The stabilization of selling prices for the products manu- 
factured within a given industry. 

3. “The collection of cost data from all members of the trade 
association by its secretary which, when consolidated and 
averaged, enable the specific business concern to compare its 
individual costs with the average of its related group.” + 


Uniformity in Anglo-Saxon Countries 


The National Industrial Recovery Act of 1933, in its attempt 
to promote methods of fair competition, played a dominant part 
in formulating over 500 codes for all types of business enterprise 
before the act was declared unconstitutional. The only legal 
objection to uniform costing methods was the danger of using 
the information as a basis for establishing a selling price agreed 
upon by the members of the association. The legality of the 
activities of trade organization in this field has always been judged 
with regard to possible restraint of trade, monopoly, or..unfair 
competition. 

In England the realization of the need for greater uniformity 


and more comparability of accounts became prominent after World 


1c. L. ae aa Cost Accounting, (New York: Harper & Bros., 1938), 
pp. 12-13. 
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War I. Certain industries, by acts of Parliament, established uni- 
form accounting systems while trade organizations independently 
urged their members to accept prescribed systems in order to 
facilitate cost control and prevent selling below production cost. 
World War II stimulated increased interest in this field, and be- 
sides trade associations the British Standards Institution in co- 
operation with the Association of British Chambers of Commerce 
aided British industries in creating standard systems for the pur- 
pose of costing and pricing government contracts. As in all war 
contracts, the absence of the competitive market, that is, the absence 
of the efficiency test, necessitated possible comparison within in- 
dustries through the promotion of uniform principles of ac- 
counting. 


Uniformity in Totalitarian Countries 


While in the Anglo-Saxon countries the initiative for the crea- 
tion of standardized accounting system rested chiefly with in- 
dividual business organizations, and government’s interest entered 
only as part of conducting the war, the totalitarian countries sought 
to achieve complete (or total) uniformity of accounting system 
through legal and political measures in order to bring them into 
full play for whatever benefit the nation could derive therefrom. 
This trend as seen in the Soviet Union was explained in an article 
on “Cost Accounting and Management in Russia” by Joseph L. 
Wurman (N.A.C.A. Bulletin, February 1, 1931). 

The development? and influence* of German thinking and prac- 
tice in the field of accounting, particularly cost accounting, has 
been indicated by recent articles in N.A.C.A. Bulletins. This ar- 
ticle intends to present the phases of this accounting evolution 
in Germany under the following headings : 

a. Political-economic philosophy. 

b. Statutory requirements. 

c. Principles of general accounting and cost accounting. 

d. Evaluation and conclusion. 





2 Alphonse Per “The Develo t of a Accounting in Euro 
aC. A Balletin Fuse ts 2 , pp. 1067-71 — “. 


3 Domenico Amodeo, “The Development of Modern Cost Accoun' in 
Italy,” N. A. C. A. Bulletin, May 15, 1945, p. 860. ne 
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Political-Economic Philosophy 





Economics is man’s endeavor to attain the goods that will satisfy 


human desire. These goods must be thought of as possessing 


certain value. To create such values is the task of the economic 
process. In this economic process, private property is one of the 
most basic institutions. The ownership of property carries with 
it the right to use that property as one sees fit, for example, to 
dispose of it by sale or gift, and to prevent the use of it by others. 
This privilege and importance of private ownership became 
negligible in the totalitarian countries. While one country 
(U.S.R.R.) abolished all private property, Germany attempted to 
travel a middle road by reserving for the state, which is considered 
the trustee of the community, all necessary encroachment into 
private enterprise, yet permitting the continuation of the beneficial 
economic and cultural characteristics of private property and enter- 
prise. While the profit motive is generally considered the strong- 
est expression of the private enterpriser, the modern German state 
considered the economic process only in the light of serving the 
“total” community, that is, the national economy was to provide 
for the economic and cultural needs of all the people. The state 
was no longer “a thing in itself,” but an organic body whose task 
it was to preserve and to advance all its “members” who could 
never be anything else but the sum total of all German citizens. 
Assuming that it was the task of the state to preserve and to ad- 
vance the people in their ways, methods, and nature, it became 
necessary to guide, control, restrict, or forbid in the fields of educa- 
tion, literature, radio, press, law, professions, agriculture, industry, 
trade, and politics anything and everything that did not fulfill the 
slogan : “National interest before individual interest” (“(Gemeinnutz 
geht vor Eigennutz”). 


Statutory Requirements 


In order to secure the combined efforts of all “members” of 
the national life in achieving such a high goal in the fields of busi- 
ness and industry, the German government inaugurated its plans in 
the “Law for the preparation of the organic structure of German 
economy” which was decreed on February 27, 1934. At that time 
it was stated that German business and industry were overorgan- 
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ized, and it was hoped that “economic groups” could be created to 
which each and every business and industry should belong. This 
February law seemed to have had some effect along these lines. But 
in November of the same year it was followed by a second decree 
which officially established the technical and regional unification of 
the groups that had been formed since February. The chief groups 
comprised industry, trade, commerce, banks, insurance companies, 
and utilities. During the next year and a half these groups brought 
enough pressure upon each business man to make him join a group 
or, in many cases, several groups. It seemed that in such instances 
the pressure and the zeal of the leaders of the various economic 
groups were greater than desired. Therefore, the law of July 7, 
1936. was to eliminate: (1) “certain defects with regard to the 
principle of compulsory membership forced upon the business man 
under the precept of the principle of totalitarianism and (2) to 
establish clear-cut lines of responsibility for the leaders, together 
with their authority over sub-organizations.”* The Chambers 
of Commerce were elevated to semi-governmental agencies in order 
to provide a connecting link between government and business, It 
was definitely fixed that every concern was to join only that group 
in which its particular industry or business was primary. In return, 
the groups were entrusted with certain duties toward their mem- 
bers. Among such duties were included instructions in (1) 
matters of technical development, (2) the improvement of account- 
ing methods, particularly cost accounting and price calculation, (3) 
tax problems, and (4) problems arising from foreign exchange. 

The laws and regulations mentioned were merely for the pur- 
pose of organization. Over a two and a half year period, indus- 
trial and business groups and chambers of commerce were started, 
and technical and managerial improvements were undertaken. But 
the government felt that the success of the Four-Year Plan re- 
quired broader, quicker, and more stringent authority. The Release 
of November 12, 1936, issued by the Minister of Economic 
Affairs ® marked a turning point in this development. The far- 





* Pfundtner-Neubert, “Das Neue Deutsche Reichsrecht,” Sammlung, In- 
dustrieverlag Spaeth & Linde, Berlin. 

5 Reichs-und Preussisches Wirtschaftsministerium. Ministerialblatt fuer 
Wirtschaft, Jg. 36-1936-Nr.18—p. 269 ff. 
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reaching influence of the government upon industrial and business 
activities was clearly indicated in these words, “The industrial 
groups as organizers of self-management in business should ac- 
complish, in addition to their own affairs, all those tasks which 
the national government imposes upon them. In the future it must 


_ be possible for my ministry to confine itself to the issuance of 


general political-economic instructions which must be executed 
under my supervision by the various groups and guilds on their 
own responsibility. To accomplish this aim the following is de- 
creed: (1) It is the task of all groups to educate their members 
to the greatest possible economy. They should call attention to the 
improvements in the field of accounting technique (uniformity, 
bookkeeping methods, price-calculations, analysis) and in the field 
of statistics and market-analysis.” The release not only imposed 
such tasks upon the groups, but it also made suggestions as to their 
accomplishment. 

On the technical side, the active support of the Four-Year Plan 
was of primary importance. The groups and guilds were to (1) 
promote of their own accord all questions regarding production 
and conservation of raw materials and (2) support the efforts of 
the respective bureaus through suggestions, plans, and general co- 
operation. The private enterpriser who previously was interested 
in making a profit must now be able to justify his business methods 
in the light of advancing the success of the Four-Year Plan. 

Among the more urgent tasks of management is the improve- 
ment of bookkeeping and accounting as well as the construction of 
uniform accounting systems. The creation of an approved ac- 
counting system and of a satisfactory cost system is important. 
The determination of like costs and expenses will enable a busi- 
ness man not only to survey his own costs, but also to compare 
them with the costs of others or at least with the average costs of 
his particular industry. In this way, the individual business would 
aid the national economy in its endeavor to lower costs and prices 
and to prevent the unnecessary raising of prices. It is assumed 
that industry will accept voluntarily any principles or objectives of 
accounting which have been worked out by the groups. If neces- 
sary, the leader of the industrial or business group can force the 
member by means of a fine to accept the uniform accounting system 
approved by the Ministry of Economic Affairs. 
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Immediately upon the publication of this release, the leaders of 
business and industry began work in all fields of accounting. How- 
ever, since this labor was often too diversified and therefore lacking 
in coordination, the government considered it necessary to assist — 
the groups and guilds in this undertaking through the issuance of 
guiding principles. 

Principles of General Accounting and Cost Accounting 

The job of finding a uniform basis which would lead to a gen- 
eral development of accounting, particularly cost accounting me- 
thods and systems, was entrusted to the Board of Industrial Ac- 
counting (Reichsausschuss fuer Betriebswirtschaft, RfB), a sub- 
committee of the Curatorium for Economics (Reichskuratorium 
fuer Wirtschaftlichkeit, RKW). The members of this board 
were chosen from three groups: the interested governmental 
agencies, universities, and industries. It was felt that such selec- 
tion would make the board a real success. 

The work of the board was carried on diligently during the year 
1937, and on November 11, 1937, the Ministry of Economic Affairs 
issued, upon the recommendation of the board, the “Release con- 
cerning Guiding Principles for the Objectives of Bookkeeping and 
Accounting.” ® This release marked the birth of uniform account- 
ing methods and systems. It consisted of three parts: 

1. Guiding principles for the organization of accounting. 

2. Requirements of an organized accounting system. 

3. A uniform accounting plan. 


The chief aim of this release was (1) to bring all the existing ac- 
counts in industry, trade, and commerce into a purposive order, 
and (2) to allow the various groups to organize their own systems 
according to their specific needs. 

The aims. of the Four-Year Plan required increased achieve- 
ment and greater economy on the part of the entrepreneur. The 
fulfillment of this task necessitated a profound knowledge and 
complete comprehension of all business transactions. A well- 
rounded accounting system was considered the basis for the suc- 
cessful functioning of an industrial organization. 


®RKW Mitteilungen, Herau ben vom Reichskuratorium fuer Wirt- 
— “Grundsaetze fuer Buchhaltungsrichtlinien,” November, 
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ders of The first section of the release dealt with the fundamental tasks 
. How- ; of accounting and stated that a well-organized accounting system 
lacking must positively include all business transactions as well as all such 
> assist | changes in quantities and values connected therewith and record 
ance of them according to a preconceived plan. To achieve this goal ac- 


counting should pursue four basic purposes : 
1. At the end of the fiscal period the preparation of a state- 


a gen- ment of assets, liabilities, and net worth and the determina- 
ng me- tion of profit or loss; and the preparation of periodical state- 
ial Ac- ments during the year. 

a sub- . Price calculation, supervision of costs, and examination of 
atorium prices. 

board . Supervision of the development and results of the managerial 
umental economy of the enterprise. 
h selec- . Planning and budgeting. 
Each accounting system should be divided into four basic forms 
he you to attain the above purposes : 

Affairs . General accounting with its periodic or annual statements 
oT (Time statement). 
ing and 


. Cost accounting (Price statement). 
. Statistics (Comparative statement). 
. Budget (Future statement). 


ccount- 


Requirements 


If the accounting system is to fulfill these tasks, certain require- 
ments must be demanded of its organization : 


ting ac- 
pcb 1. The system preferred is double-entry bookkeeping. How- 
systems ever, the single-entry method is also allowed as it was still 
being used by small enterprises, such as tradesmen, merchants, 
schieve- and independent artisans. 
r. The . Accounting must be clear and distinct. The release did not 
ge and : prescribe an accounting system ; it merely proposed minimum 
A well- — requirements. If a system exists within a certain business, 
he suc- it must permit comparability. within its industrial group. 
. Accounting must include values and changes of assets, liabili- 
‘ ties, costs, expenses, and income. In case of a division in 
alee main, branch, or factory ledger, these parts must be co- 


ordinated. 
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4. The most important consideration in constructing the system 
must be given to the types and numbers of accounts (“Kon- 
tierung”). Therefore, the business man was urged to be 
guided by the chart of accounts that was included in this 
release.’ Accounts must permit an unobstructed comprehen- 
sion of each business transaction as well as sufficient division 
of costs, expense, and income items. Naturally, the size of 
the business, its needs and activities are the deciding factors 
in the last analysis. The chart of accounts was divided into 
ten sections: Class o—Fixed Assets, Fixed Liabilities, Re- 
serves and Capital Accounts; Class 1—Current Assets and 
Current Liabilities; Class 2—Extraneous and Clearing Ac- 
counts; Class 3—Inventory Accounts; Classes 4 to 7—Cost 
Accounts; Class 8—Income and Revenue Accounts; Class 
g—Closing Summary Accounts. 

. The system must make possible: 
a. The preparation of yearly as well as monthly statements. 
b. A differentiation between determinable and nondetermin- 
able, as well as extraordinary expense and income items. 


Part (a) indicates the modern trend in German accounting 
procedure. Any of the above-mentioned requirements would 
not come up to expectations unless they would permit the 
construction of statements whenever desirable. 

. Accounting must perform the function of control for all busi- 
ness transactions. Dr. Richter discusses this point and thinks 
that “such a task has never been accredited to accounting be- 
fore. It means that the total sum of all individual job-order 
cost sheets must result in the sum of the control account. 
Therefore, the system must be set up in such a way that the 
cost sheet uses the same value for each labor hour and for 
each requisition as recorded in summary form during the 
same period in the general ledger. Such a conformity is 
practical only with stable, uniform prices over a long period 
of time or with the application of normal (standard) prices; 
as the former can scarcely be expected, the logical application 
of the suggested requirements would necessarily lead to a 


SRE Le Ae nS Ea 


a 


7 See A. Matz, “Accounting as a Tool for Economy in German Business,” 
The Accounting Review, June, 1940, pp. 182-3. 
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standard cost system.”® From the American point of view 
it could be interjected here that. such methods have been 
widely employed here, and the requirement seems rather odd 
as well as belated. But it must not be forgotten that the 
German manufacturer has been very slow in accepting cost 
systems. However, under government pressure he was com- 
pelled to accept these rules for the sake of the national in- 
terest. 

All transactions must be based on proper documents (receiv- 
ing sheets, shipping papers, invoices, vouchers, checks, pay- 
roll records, etc.) which must be kept on file. The former 
habit of adjusting and correcting the books without authority 
must be eliminated. 

. The accounting system should allow: 


a. Ease of examination and auditing. 

b. Sufficient comparability with other companies, 

c. A satisfactory analysis of capital structure, business activi- 
ties, income, and expenses. 


In the last analysis, any of the requirements mentioned would 
be valueless unless they are integrated with a comprehensive 
cost system. The general introduction of an exact supev- 
vision of all costs is the main objective of the new regulation 
of accounting. As an extensive cost accounting system might 
be too cumbersome and expensive in many cases, the release . 
suggests a production or cost summary sheet (“Betriebsa- 
brechnungsbogen”) in its place. This “Betriebsabrechnungs- 
bogen” ® obtains its cost figures from the regular bookkeeping 
record, distributes them according to types, and returns the 
classified items by means of entries to the general ledger. 
Such a cost sheet could be used not only by companies with- 
out a cost accounting system, but also by enterprises active in 
trade, commerce, banking, and insurance. The “Betriebsa- 
brechnungsbogen” as a technical, report-like method for a 


— 


8Dr. A. Richter, Berlin, “Die Buchhaltung als Mittel zur Steigerung der 
nage “mal in “Der Wirtschaftstreuhaender,” February 1, 
» P. 41. 
®See H. W. Singer, Standardized Accountancy in Germany, (London: 
Cambridge University Press, 1943), Appendix II. 
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satisfactory and easy distribution of costs and expenses would 
not require more personnel or too much technical knowledge 
of cost accounting. This cost sheet represents the connecting 
link between the general accounting system and price calcula- 
tion which, by this arrangement, is always quickly and easily 
available for examination. 


However, the work of the Board was not completed with this 
release. The accurate and thorough ascertainment of income and 
expenses in all lines of economic endeavor was of utmost import- 
ance to the government. On January 16, 1939, the Board was able 
to issue the “General Principles of Cost Accounting” ” that were 
to assist business in achieving increased production with greater 
economy. The release may be divided into three major parts: (1) 
The nature of costs and the tasks of a cost system, (2) its con- 
struction, and (3) its operation. 


Nature of Costs 


The economy and efficiency of production depends upon an exact 
knowledge of all costs. As costs represent the money value of 
goods and services rendered, it is important to consider the costs 
in their economic consumption rather than in expenditures. A cost 
system that is uniform and permits comparison is desirable. The 
system should promote estimating, cost determination, cost control, 
cost analysis, periodical cost comparison within the enterprise as 
well as with the members of the group, valuation of inventories, 
cost calculation of self-constructed buildings, equipment, and tools, 
as well as serve as a basis for the preparation of the budget. All 
cost figures should tie in with those of the general books. 


Construction of a Cost System 

As these principles were merely to serve as a guide, it was the ~ 
task of the individual business group to design a system that was 
flexible enough to permit expansion or contraction, depending upon 
the size of the enterprise. The system should be so constructed 
that costs can be allocated to the period pertainable; the figures 
must be as comparable as possible with regard to time periods, 


~ 10 RKW Mitteilungen, r om Reichskuratorium fuer Wirt- 
ae dar Kostenrechnung,” January, 
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production methods, and actual and estimated output. The system 
must be synoptic and offer quick results. 

In accounting for all costs incurred it is necessary to consider 
not only their monetary values, but also their quantitative and time 
consumption. For material the perpetual inventory method will 
serve best. To permit quantitative and monetary calculation of 
wages and capital assets, the business must be so organized that it 
provides for the layout and the supervision of the work (job order 
department, stock room control, etc.) as well as exact business 
papers (piece and wage tickets, material requisitions, equipment 
records). Depreciation should be based on the cost value of the 
fixed asset or on appraised value with due consideration for the 
expected life of the asset. Expenditures that tend to increase the 
value of the asset are to be capitalized and later depreciated. De- 
preciation should be charged directly to the cost center wherever 
feasible. 

Cost accounting recognizes two methods of distribution: direct 
and indirect. Diréct distribution pertains to individual costs ap- 
plicable to centers and units, while the indirect method deals with 
general or fixed expenses. Good cost accounting strives for the 
greatest possible direct distribution among the burden centers. In- 
direct costs are distributed by means of ratios. When several 
types of products and varied centers are to be considered, it is 
necessary to construct different ratios based on exact division of 
the numerous general and fixed costs. The execution of cost com- 
parison requires homogeneity and stability of the principles upon 
which the ratios are constructed. 


Cost Classifications 


All costs should be grouped according to (a) types (wages, 
material, salaries, depreciation, etc.), (b) cost centers (depart- 
ments, sections, centers), and (c) products produced (marketable 
units or items constructed for own use). 


a. The number of types of costs depends upon the size sail the 
kind of industry, as well as upon the desired control and allo- 
cation. The individual business should expand its own sys- 
tem im the light of necessity and practical economy. The div- 
ision of the costs should be as uniform as possible within the 
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group. Special costs might be those for manufacturing or 
distribution. 

. It is desirable to divide the entire plant into departments, 
thereby fixing responsibility, authority, and supervision. De- 
partments can be established on the basis of functions, groups 
of machines, or centers. In addition to main departments, it 
is advisable to create sub or secondary centers that dis- 
tribute their costs to either the main or other secondary 
centers. The distribution of costs to the centers is made 
possible by means of the summary cost sheet (Betriebsa- 
brechnungsbogen) which permits (1) the grouping of costs 
by types and cost centers, (2) the apportionment of costs to 
the various centers, (3) ascertainment of costs which are 
general and common to all centers, and (4) construction of 
indices, 

. All costs must finally be distributed to the units or pieces pro- 
duced or the jobs performed. These units may be the mar- 
ketable products er self-constructed buildings, tools, own 
power, or maintenance jobs. Industries manufacturing a 
particularly large variety of products might find it more ex- 
pedient to allocate costs to groups, a method which will make 
comparison difficult. In such cases, it seems advisable to as- 
certain from time to time the cost of the individual piece or 
part by an exact computation. The directions issued by the 
group should aim for uniform and extensive division of the 
costs per unit in order to assure group-wide comparability. 


. In the last analysis, the aim of these principles is the con- 
struction of correct and uniform cost methods in business and | 
industry with the hope of leading to greater economy and 
increased output. Internal cost comparison should take place 
between time periods, actual and estimated output, and differ- 
ent production methods employed. When comparison with 
other members of the group is carried out, it will indicate the 
company’s position within the framework of the industry as 
a whole. 


Evaluation and Conclusion 


Even before these cost accounting principles had been issued, 
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the automobile industry was able to.offer its members a definite 
plan for the creation of a uniform cost system. In the light of the 
mechanization of the Wehrmacht this development is quite inter- 
esting. Other industrial and trade groups such as paper, cellulose, 
woodpulp, optical, textiles, construction, clothing, glass, imports 
and exports, restaurants, inns, iron, steel, tin, etc., were able to 
complete an accounting system for their members within the next 
year. Some of these groups gave their members very definite in- 
structions regarding cost breakdowns. The construction industry 
required a separate and distinct account for each construction job 
subdivided into as many accounts as seemed necessary. Whole- 
salers were asked to pay greater attention to the distribution of 
rebates and discounts. The members of industries producing op- 
tical and precision instruments were compelled to install a cost 
system, The “small business” group, comprising butchers, bakers, 
grocers, barbers, and others, were told that they must keep books 
after January I, 1939. 

During the war years the information made available by the 
various groups was used by the government to effect production 
improvements and to carry out more stringent control of material 
and labor. Collectors of internal revenue were able to check 
suspicious looking tax returns by means of information gathered 
from comparable firms within the group. Government contracts 
were allocated to companies indicating the most efficient use of 
labor and material on hand. Organizations whose monthly or 
quarterly reports indicated an unfavorable trend compared with 
other members of the group were compelled to close and combine 
with other companies. Prices were fixed on the basis of produc- 
tion costs based on uniform methods. The control of raw materials 
was made possible through the extensive use of stock records kept 
in quantities and in money values. 

The development and installation of uniform cost systems de- 
pended, in most countries, upon the leadership of a certain com- 
pany or upon the efforts of an association. However, either as a 
war measure (England) or as a part of an economic philosophy 
(N.LR.A.), impetus had sometimes come from governmental 
agencies. But the German method represented the first compul- 
sory installation of standardized accounting systems. The idea, the 
principles, the aims, and the benefits derived from a uniform plan 
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of costing methods on an industry-wide basis have been generally 
recognized and accepted. To what extent the individual German 
business profited from the enforcement of uniform cost methods 
is difficult to judge at this time. The German government con- 
sidered the accounting standardization only in the light of the 
gains derived therefrom for the nation as a whole. Without doubt, 
the uniformity of costing enabled the government to wage a war 
and at the same time assure the population of a stabilized economy 
without run-away prices and the danger of. inflation. In the 
United States much is written at present about a “planned econ- 
omy” with “some” state control and supervision. The problem of 
the OPA in setting a price for new automobiles might fall into this 
category. If the creation and installation of uniform accounting 
methods and systems would help the nations of the world to give 
their citizens a sound and stable economy with full employment for 
all, the German experiment and experiences, assuming their de- 
velopment is along Democratic lines and without governmental 
compulsion, might well prove to be a valuable instrument in con- 
structing the kind of world that is so much desired and fought 
for by all. 





HOW PROPER COST INFORMATION CAN INCREASE 
PROFITS 


By W. O. Dressel, Manager, 
Industrial Engineering Department, 
Ernst & Ernst, Birmingham, Ala. 


ANY executives, feeling smug in their own ability to conduct 

their businesses without the aid of proper cost information, 
look upon costs simply as historical data. Others, because they 
lack an understanding of how proper cost information can be em- 
ployed to assist them, have little or no interest in costs except as 
history. On the other hand, many who employ proper cost finding 
procedures fail to get the maximum benefits because they do not 
know how to use the cost factors after they have been developed. 
In other words, it is like putting a scientific instrument into the 
hands of a man who has not been educated to use it. 
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These may sound like harsh words, but nevertheless they are 
true. They are based on intimate knowledge gained through per- 
sonal experience and association. Of course these conditions do 
not exist in every business; on the contrary, many alert executives 
have recognized the many uses of proper cost information in plan- 
ning and controlling the forces of every function or phase of their 
business. 


Effect of Wartime Regulations 


Many of us who were engaged in constructive cost work before 
the war have seen the results of our efforts disintegrate during the 
emergency period. The tremendous emphasis on the production 
of war essentials, the elimination of competitive bidding and the 
assurance of cost recovery, were all conducive to a general letdown 
in established cost control procedures, so that they reverted to the 
primitive and became merely a recording of operating costs. Stand- 
ing at the peak of our wartime prosperity and looking into the 
future, about all we can be sure of with any degree of certainty 
is that the old law of averages has a peculiar way of dipping down 
into the valleys in the process of leveling off and bringing us back 
to the cold realization of losses in periods of adversity. That may 
sound pessimistic but, nevertheless, it is fact and I’m simply being 
realistic. In my humble opinion, no man-made laws can ever fully 
succeed in leveling off the peaks and valleys in our economic 
existence. 

The powerful surge of a changing economic order which had its - 
inception prior to our entry into the war has had its effect upon 
the freedom of private enterprise. Heaped upon this are numer- 
ous regulatory and contrel measures occasioned by our wartime 
economy, certain of which will unquestionably be carried over into 
our peacetime economy. With the satisfactory conclusion of the 
war against Germany and Japan, the demand for new homes, new 
automobiles, new radios, new refrigerators, and the like that we 
have been deprived of during war years will be tremendous. Nor- 
mally, you would purchase one of these items this year; I would 
purchase one next year, and our neighbor the following year, and 
soon. However, since none of us has been able to purchase these 
commodities during the war, a tremendous appetite of unsatisfied 
demand is being created. Thus, if production of these items were 
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allowed to go on unharnessed, you and I and our neighbor would 
buy in one, two, or three years what we normally would purchase — 
in five or six years. Thus, we would be headed for another valley 
which leads me to believe that government control of production 
will be extended to cover civilian goods in an effort to prolong the 
demand by curtailing or rationing production. It follows then, that 
if the supply is curtailed in the face of a tremendous unsatisfied 
demand, inflation will result unless price control is extended along 
with production control. It appears that the whole program will 
take the form of a planned peacetime economy with the primary 
objective of spreading an abnormal demand over a period of years 
sufficient to attain a normal demand. In this way we would not all 
be in the market for the same commiodities at the same time, there- 
by attempting to circumvent a void which would be bound to occur 
otherwise. 

Our experience with the complexities of wartime production 
and wage and price controls gives us a good insight into the tre- 
mendous job of administration, policing, and adjustment necessary 
to bring about a smooth-working governmental machine that will 
assure an equitable treatment of all. Such inequities as we may 
have experienced as the result of wartime controls, we accept as a 
part of our contribution to the war effort. In peacetime, I dare 
say, the situation will be different. No two businesses engaged in 
the same endeavor, large or small, no matter how closely or re- 
motely situated to each other, have exactly the same problems. The 
reluctance of some to complain of inequities suffered, which mani- 
fested itself because of the emergency period, and the hope of ulti- 
mate removal of wartime controls will disappear and add to the 
peacetime control problems. Further, the factors beyond human 
control which operate to disrupt the best laid plans of man cannot 
be ignored. Thus, I repeat that no man-made laws can ever fully 
succeed in leveling off the peaks and valleys in our economic 
existence. 


Postwar Trends 

The tendency today is definitely toward higher wage rates and 
salary levels which will reflect themselves in higher production and 
marketing costs. These cannot be passed on unless some relief is 
given to producers in the form of higher selling prices. If our 
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suppliers succeed in securing a higher selling price to compensate 
for higher wage and salary levels, then this increased cost to them 
will be passed on to us and will likewise be reflected in increased 
costs of materials or parts incorporated in our product. Consider 
this definite trend, together with the prospect of rationed or other- 
wise limited production and fixed selling prices, and we get some 
idea of the complexities and uncertainties facing business in the 
future. 

Our first reaction to all of this regulation is naturally one of 
self-interest and preservation. It resolves itself down to the neces- 
sity for every business enterprise to take stock of itself to determine 
its position in such an economic setup and to appraise its ability 
to cope with the problems confronting it. Every business man 
must be in command of all the facts pertaining to his particular 
business. The most essential of these facts have to do with the 
cost of developing, producing, and marketing products. 

The indifference or lack of understanding on the part of some as 
to how proper cost factors can be used as effective tools of manage- 
ment existed previous to the war. Unquestionably, that condition 
will always exist to some extent. Nevertheless, the shortsighted- 
ness of the business man who has never learned the value of proper 
cost control procedures, the crumbling of established procedures 
because of wartime conditions, and the prospect of continued gov- 
ernmental peacetime controls, point to an inexhaustible field and a 
broadening demand for the talents of the cost accountant. 


Task of Cost Accountant 


As cost accountants, our job is threefold. First, we must de- 
velop practicable cost procedures capable of producing factual con- 
clusions useful as the basis for planning and control of operating 
and financial objectives. Second, we must know how to apply the 
cost factors in the construction of planning and control devices. 
Obviously, this requires a far-seeing analytical mind as there are 
many ways in which the cost factors can be employed.. Third, 
as these devices are the tools of management, essential to the 
conduct of- business toward a profitable end, it follows that we 
must work closely with management in order that it will fully 
understand the information and use it effectively in the formula- 
tion of operating policies. 
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Therefore, we should not be satisfied to limit our own contribu- 
tion to the betterment of profits at the point of mere development 
of cost finding procedures and product costs but should learn what 
to do with the cost factors after we have them. The lack of 
knowledge on the part of cost accountants as to what to do with 
the cost factors and their consequent inability to impart such 
knowledge to management is a primary reason why so many cost 
systems break down. 

To sum up, the task of increasing profits is definitely the job of 
management. The development of the cost information and the 
application of such information to control procedures, is the job of 
the accountant. The degree of effectiveness attained, as reflected 
in increased profits, depends upon the ability of the management to 
comprehend and use this information in the conduct of business. 
Thus, proper cost information is simply the foundation for the 
construction of managerial devices, and management must know 
how to use these tools to attain the best results. 


Objectives of Modern Cost Procedure 


Now let us consider what constitutes “proper cost information.” 
To begin with, what are the primary objectives of modern cost 
procedure? They are three in number. First, to provide manage- 
ment with proper cost information necessary for planning products 
for a market. Second, to establish effective means of cost control 
to keep the operating costs in line with planned costs and to reflect 
the cause for the occurrence of variations. Third, to furnish the 
cost factors for financial budgets, operating budgets, bonus plans, 
etc. Thus, it may be said that the fundamentals underlying mod- 
ern cost procedure are cost planning and cost control. 


Direct and Distributed Costs 


As stated previously, product costs include the cost of develop- 
ment and distribution as well as the cost of production. True 
product cost embraces all elements of cost from the time of its 
beginning in the designer’s mind, through the paper stage, through 
the factory and shipping departments, and finally into the hands 
of the customer. 

In the case of special products, the cost of development usually 
can be determined specifically, that is, to the extent that such costs 
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are directly occasioned by the product itself. In the case of pro- 
ducts belonging to a certain class or group, the development costs 
applicable to the individual products can be a reasonable allocation 
of the total general development costs. On the other hand, where 
a product is only special in part, the development cost can be a com- 
bination of both specific and general costs. 

The cost of manufacturing consists of the cost of the materials 
required, the cost of direct labor, and indirect manufacturing ex- 
pense. Here again, especially in the case of special nonrepetitive 
items, certain direct costs occasioned by the product, such as special 
tooling, etc., should be determined specifically. 

The cost of distribution or marketing includes general warehous- 
ing, shipping, administration, and selling expenses applicable to all 
products. In addition, special packaging, advertising, commissions, 
service guarantees, etc., applicable to specific products or product 
classes should be applied specifically. 


Standard Costs as True Costs 


In the N. A. C. A. Bulletin of July 1, 1945, H. T. McAnly in 
an article entitled “A Return to Cost Fundamentals” presents some 
sound ideas of the nature of standards and their proper function. 
In this article he emphasized what I consider to be certain funda- 
mentals : 


1. The planned or budgeted cost of a product represents its true 
cost because it is scientifically determined. It is the standard 
cost. ; 

. The standard makes all necessary provisions for unavoidable 

. losses (normal spoilage, defective equipment, etc.), since per- 
fection is impossible of attainment. 

. Such practical specifications (standards) meet management’s 
need in planning and producing products for a given market. 

. Historical costs are a compilation of all costs, both normal 
and accidental, the latter including excess costs, both avoid- 
able and unavoidable. 

. Practical shop executives in appraising results under histor- 
ical cost systems have habitually discarded certain compiled 
cost data. These data represents excess costs not chargeable 
to the product since they are not recoverable in selling prices. 
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By discarding the nonrepresentative items of excessive costs 
from the lot costs, management to a limited extent, applied the 
basic principles of standard cost procedure. This is a sound but 
nevertheless dangerous practice, because management sometimes 
forgets to include these ever-present excessive costs, on an average 
basis, in calculating the over-all product cost. These excessive job 
costs should be provided for as a part of normal factory burden. 

It stands to reason, that in order to plan our objectives intel- 
ligently and measure the operating results against the planned re- 
sults, we must have a yardstick. It is immaterial whether the yard- 
stick deals in time or productive facilities ; such as labor and equip- 
ment, material quantities, yields, dollars and cents of indirect costs, 
or any other unit of measure. Business planning means budgeting, 
no matter to what phase of the business it is applied. Standard 
cost procedure is basically the budgeting of all elements of product 
cost. The maximum obtainable selling price (which may be fixed 
by ceilings, competition, or both) determines the available revenue 
within which product costs must be planned and controlled before 
a profit can be realized. The rate of such profit in relation to the 
obtainable selling price will be in direct proportion to the care 
exércised in planning and controlling operating costs. 


Costs AND Prorits—A Case Stupy 


So much for the question of what constitutes proper cost in- 
formation. Now let us consider how proper cost information can 
increase profits. Much can be said in a general way, but I think, 
without mentioning any names, that the history of an actual case 
would illustrate more clearly what can be done in the way of in- 
creasing profits if you know your costs. This case happens to be 
a textile mill producing its own yarn, knitting it into cloth, and 
fabricating the cloth into various types of knit cloth garments. 

Our first introduction into this case was a more or less bewild- 
ered statement from the owner that the profits from this mill had 
been in a general decline for some time, but that at the end of this 
particular year the mill showed a substantial loss. He frankly 
admitted that he could not understand it. He could tell us nothing 
as to the reasons for the loss, so all he said was, “It’s your baby, 
go to it.” It’s hard to believe, that in this day of enlightenment, 
such a condition could exist. The fact is that as long as a profit 
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is realized, some people are not much concerned about whether 
that profit should not have been greater, but simply get panicky 
when they begin to lose money. 


Necessity for Cost Reduction 


Mentally appraising the situation, before even looking at the 
plant or the operating figures, we had three facts to go on. First, 
that the selling prices were fixed by maximum ceilings, competi- 
tion, or both, and that their selling prices had already reached that 
limit. Second, that these maximum selling prices were insufficient 
to cover the costs, consequently the loss. Third, that as the result 
of costs in excess of selling prices, our problem was primarily one 
of cost reduction. 

In much the same way as the start we get in life directly in- 
fluences the degree of our attainments as individuals, so does the 
foundation upon which any business is built influence the degree 
of its success. Thus, like everything else, business must be built 
on a firm foundation. Modern and proper production facilities, 
such as buildings and machinery, efficient plant. layout, efficient pro- 
duction methods, effective control measures, and a functionally co- 
ordinated organization are all integral parts of proper business 
foundation. 


Revamping Plant Layout 

As previously mentioned, our problem was one of cost reduction, 
so, recognizing that the logical place to embark on such a program 
was at the very beginning, we decided first to have a look at the 
under-structure of this business. A look at the factory disclosed 
that over a period of years it had grown like Topsy. As the busi- 
ness expanded, a building was added here and there and additional 
machines were set up. It was apparent that this expansion had 
not been properly planned, as productive departments performing 
the same operations were scattered in several places throughout 
the factory. In addition, the company manufactured_two lines of 
products sold through two different channels. Both lines of pro- 
ducts were produced by the same class of labor and the same type 
of machines. Nevertheless, there were two separate and distinct 
factories under one roof producing two lines of products which 
were essentially the same in manufacture and which differed 
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only in their methed of. distribution. This meant unnecessary 
duplicate organization, which obviously caused unnecessary costs. 

We must recognize, of course, that you can’t make a silk purse 
out of a sow’s ear. Neither can you start from scratch and rebuild 
the factory. There are, however, certain things that can usually 
be done no matter what conditions or limitations exist in facilities 
at our disposal. 

Therefore, the first step in cost reduction lay in consolidating the 
two factories and in reorganization of the plant layout effecting a 
smooth and economic flow of production from the knitting of the 
cloth through the several fabricating and packing operations to the 
warehouse, ready for shipment. 

This first step resulted in a substantial saving in supervisory 
salaries and nonproductive wages through combination of supervis- 
ory jobs and elimination of unnecessary indirect workers who were 
previously necessary because of unorganized factory procedures. 
A further reduction in cost resulted from an increased rate of unit 
production with the same facilities, made possible by a smoother 
and more efficient flow of production. These savings were re- 
flected in reduced factory overhead or burden costs. 


Study of Material Costs 


With this first step behind us, we next focused our attention on 
the two elements of prime product cost, direct materials, and direct 
labor. I might mention at this time that we'found their own pro- 
duct cost computations wholly unreliable and therefore useless for 
the purpose of helpful analysis because of unsound cost finding 
principles and incomplete cost factors. It appeared that the sales 
department, when faced with a competitive price situation would 
insist on a lower cost and the factory management would oblige 
them by giving them the cost figure they wanted, simply to get 
rid of them, but knowing all the time that the factory could not 
possibly meet such costs. That condition reflected a definite lack 
of functional cooperation, and obviously it had to be corrected. 

We made a study of a representative group of products and 
found that the pfoportions of the two elements of prime cost to 
consist of 80 per cent direct materials and 20 per cent direct labor. 
Since the direct materials cost was approximately four times the 
cost of the direct labor, obviously the most lucrative source of econ- 
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omies was in the direct materials. Consequently, we started our 
digging there. : 

In the manufacture and subsequent fabricating of the cloth it- 
self, there are five factors of spoilage, shrinkage, and waste as 
follows : 


. Yarn waste (knitting fly, breakage, etc.). 
. Cloth spoilage (imperfect knitting). 

. Cloth shrinkage (bleaching and dyeing). 
. Cloth waste (shaping-out cutting room). 
. Cloth waste (finishing-seam trim). 


Findings as to Material Costs 


In calculating the gross pounds of cloth required to produce a 
given number of garments, it is necessary to add the foregoing 
factors of spoilage, shrinkage, and processing waste to the finished 
weight. Investigation disclosed that the company had no record” 
of its experience with respect to the long-pull averages of these 
loss factors. Further, in computing product costs the factory 
management recognized the existence of these losses, but in pro- 
viding for them literally plucked a figure out of the air. For ex- 
ample, in computing the gross weight of cloth required to make 
a garment with a finished weight of 12 pounds per dozen units, 
only % pound was added to the finished weight. This 4% pound 
allowance for such losses amounted to slightly more than 4 per 
cent of the finished weight. Common sense alone told us that even 
under the most perfect conditions it would be impossible to make 
a dozen garments with a finished weight of 12 pounds out of 12% 
pounds of cloth.. The dye shrinkage loss alone will average around 
4 per cent, thus theoretically no provision had been made for the 
other loss factors. 

Let us for a moment visualize the effect of that condition on 
the past and future operating results of the company. For some 
time the selling prices had been predicated on grossly understated 
cloth costs, which meant that the calculated profit simply was not 
there. Further, when selling prices were fixed by the OPA it 
meant the freezing of the loss in all subsequent sales of the under- 
priced items. Relief can be had through negotiations with the 
OPA; however, the wheels of this machinery turn slowly, and 
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until such time as relief is granted these losses will continue to be 
realized. 

Since the company had no records of its experience with respect 
to the aforementioned cloth loss factors, we naturally had to make 
representative tests to determine the ratios of these factors on 
production currently flowing through the mill. The results of 
these tests showed the aggregate of the spoilage, shrinkage, and 
waste loss to be approximately 25 per cent of the finished garment 
weight. Deduct 4 per cent from 25 per cent, and you arrive at 21 
per cent as representing the actual understatement of cloth require- 
ments. Multiply 12 pounds (finished weight) by 21 per cent, and 
you have roughly 2% pounds of cloth. Now consider yarn at ap- 
proximately 40 cents per pound, plus the cost of knitting, dyeing, 
and napping, and you have approximately 50 cents per pound of 
cloth. Two and one-half pounds times 50 cents per pound is $1.25 
per dozen garments. In many instances, this loss was greater than 
the profit calculated in the selling price. 


Recommendations 


After arriving at the existing spoilage, shrinkage, and waste ra- 
tios, we next approached them from the standpoint of their reason- 
ableness. We discovered (as is true with all business today) that 
inexperienced help and a considerable labor turnover was a major 
problem. We also discovered that in spite of this labor condition 
the factory management had placed its full emphasis on increased 
finished unit production without much consideration for the preser- 
vation of materials or the quality of the garments. The quality 
of the garments being produced would definitely not stand up 
against stiff competition after the war. As previously stated, the 
value of the cloth was approximately four times that of labor, so 
in the interest of conserving yarn and improving the quality of 
the finished items here was one instance where it definitely paid 
to slow down production. By so doing, we were able to reduce the 
loss ratios to a more normal rate and also to improve the quality 
of the garments. Other corrective steps were also taken to reduce 
these cloth loss ratios, and control measures were instituted to keep 
them in line. Obviously, the bringing of the gross and finished 
weights considerably closer together will have a favorable effect 
upon the future operating results of this company. 
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Still digging in the material barrel, we next mzde representative 
tests of the weights of finished garments leaving the factory. The 
knit cloth garments in question were all sold on a standard weight 
basis, that is, one dozen garments of a given size and quality were 
supposed to weigh so many pounds with small tolerances either 
way. Here we got the surpise of our lives. We found that prac- 
tically all finished items weighed anywhere from one-half to one 
pound over the standard weight. Thus, they were unknowingly 
giving the customers too much for their money. To get a conserva- 
tive idea of what the cost of this extra weight amounted to in the 
course of a year, just multiply 500,000 dozen garments by % 
pound ; then multiply the result (250,000 pounds) by 50 cents per 
pound, and you arrive at $125,000, representing the loss from 
excessive garment weights. Needless to say, this condition was 
corrected, and proper control measures were instituted to keep 
the actual weights closer to the standard weight. This necessi- 
tated going back to the beginning—checking the yarn weights, 
changing knitting specifications, and changing cutting dimensions. - 


Labor Cost Study 


In the matter of direct labor costs, I previously stated that we 
purposely slowed down production for the sake of saving cloth 
since the value of the cloth was four times that of labor. Where 
direct labor operations were paid for on a day-work basis, the 
slowing down of production did not operate to increase labor costs. 
This was true because the emphasis placed on speed by the factory 
management caused the employees to work at top speed while work 
was available and loaf until the next lot came along. Thus, we 
simply spread the working time over a longer period, effecting a 
better balance in the flow of production, and at the same time 
we conserved a considerable quantity of cloth and produced a 
better garment at no extra labor cost. Of course, where opera- 
tions were paid on a piece-work basis, the piece-work rates had 
to be scaled upward so as not to disturb their earning Tevels. The 
next step was in the direction of improved production methods 
which further reduced the per unit direct labor costs. 

I have given you the highlights of this case for the express pur- 
pose of illustrating two examples: first, what can happen to any 
business that is not properly equipped with a factual knowledge 
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of its costs and is therefore not in a position to exercise effective 
control over either its costs or its operating objectives, and, second, 
what can be done to help such a business out of its quandry. 

The picture I have given you represents a look backward and 
more or less covers the necessary motions essential to the de- 
velopment of the proper cost information. Now let us look for- 
ward and see what else can be accomplished assuming that we have 
all the essential cost information and control procedures prerequi- 
site to an intelligent planning of our operating objectives. 


Profit Margins Based on Sound Costs 


The first thing that comes to my mind (which is purely ele- 
mentary) is that by having a factual knowledge of the cost of de- 
veloping, producing, and marketing your products, you can easily 
determine the existence or nonexistence of the rate of profit mar- 
gin in the obtainable selling prices. If no margin exists and com- 
petition or OPA ceilings will not permit a higher selling price, 
then we must eithér refrain from selling that item, reduce its cost 
by modification, or plan a new item commensurate with the selling 
price limitations. If the item happened to be a recognized loss 
leader included in the line as a matter of sales policy, at least our 
eyes are open so that we can control the volume of such sales to 
prevent its serious encroachment on the sales volume of profitable 
items. As a rule, these loss items are the easiest to sell; conse- 
quently the proportions of these items must be closely watched. 


Fixed Costs in Relation to Marginal Costs 


In addition, it is essential that the total standard cost of product 
be broken down so as to make possible the exclusion of the fixed 
burden in order to arrive at the direct cash outlay cost of develop- 
ment, production, and marketing. The cash outlay cost, otherwise 
known as variable costs, represents the lowest point at which an 
item can be sold without sustaining a cash loss. Whenever an 
order is taken at less than the cash outlay cost directly incurred 
by that order, we are definitely on the losing side of the transac- 
tion. The difference between the obtainable selling price and the 
cash outlay cost represents the cash margin. The amount of this 
cash margin may not be sufficient to cover the fixed cost plus a 
profit; however, the business may still be desirable if sufficient 
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volume is in sight, as the cash margin will absorb a portion of 
the total fixed cost. It is possible to sell our entire output and 
realize a profit if the sales volume is sufficient to contribute an 
“aggregate cash margin in excess of the total annual fixed cost. On 
the other hand, marginal sales may only be desirable to augment 
our normal sales volume, in which case the cash margin contribu- 
tion of the marginal sales can be considered entirely as added profit. 

By way of definition, cash outlay or variable costs include direct 
materials, direct labor, and all items of development, production, 
and marketing burden which fluctuate in relation to sales volume. 
Fixed costs include such cash expenses as supervision and execu- 
tive salaries, real and personal property, taxes, fire insurance, etc., 
and non-cash expenses, such as depreciation and amortization. It 
is recognized that certain of the manufacturing and commercial 
burden items are semifixed in nature. To divide these items as 
between their variable and fixed proportions is generally quite a 
job. Usually the material necessary to make an accurate break- 
down is not available, and we must resort to arbitrary methods, 
Thus a practicable way to handle these semifixed items is to con- 
sider them as entirely variable. To the extent that the fixed por- 
tions of these costs are included as variable, this treatment will 
slightly overstate the variable costs and understate the cash mar- 
gin. This may not be in strict accordance with the book, but it is 
a practicable and sound procedure since it provides a conservative 
calculation of the cash margin. We also know that the cash outlay 
or variable costs do not increase in exact proportion to the sales 
volume. However, as an additional conservative measure they can 
be considered to do so. 


Flexible Budget and Marginal Costs 

Budgeting operations means planning our operating results. In 
preparing the operating budget, even in normal times, we all 
know how difficult it is to forecast our annual sales volume with 
absolute certainty because of influences operating beyond our con- 
trol. The normal business cycles of all businesses are not the same. 
Barring major depressions, some businesses go on from year to 
year on a fairly even keel. On the other hand, it is normal for 
others to have a feast one year followed by a famine the next dne, 
two, or three years, and sometimes longer. In viewing these uncer- 
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tainties as to the sales volume that will be reached, it is essential 
that the operating budget should reflect the operating results at 
varying volumes of activity below and above the break-even point. 
Knowledge of the total fixed cost for a given period and the cash 
margin contribution of each dollar of sales will make such a fore- 
cast possible within a reasonable degree of accuracy. For example, 
the total of the fixed cost divided by the cash margin percentage 
and multiplied by 100 will give the sales volume necessary to break 
even. The operating results from sales volumes above and below 
the break-even point can be easily calculated. Fortified with such 
knowledge of the effect of sales volume fluctuations on the operat- 
ing results, management is forewarned of impending losses if con- 
ditions pointed to a substantial reduction in the anticipated sales 
volume. Thus, management is in a position to begin to pare down 
its fixed costs in line with the cash margin contribution of the re- 
duced sales volume. On the other hand, it may be possible to re- 
place the loss of normal volume with marginal volume. At any 
rate, the point is that management is not in the dark and has the 
tools to assist it in exercising its judgment. Intelligent use of these 
cost factors can contribute directly to increased profits. 

The principles underlying the so-called variable budget can be 
applied to any business, manufacturer, wholesaler, retailer, etc. The 
important thing to remember is that it has its foundation in proper 
cost information. 


Incentive Plans as Aid in Cost Reduction 


No one will dispute that it is sound business practice to spend a 
nickel if you can get a dime in return. I also believe we would all 
like to be paid in accordance with our individual contribution to- 
ward the betterment of profits to our employers. That kind of an 
arrangement has a phychological advantage since it spurs us on 
to greater individual effort. As a simple example, let us assume 
that you are the manager of a chain store selling nothing but one- 
price men’s hats. The hats sell for $5.00 and they cost $3.00, leav- 
ing a cash margin of $2.00 or 40 per cent of the selling price. The 
fixed cost of operating the store, including your base salary is 
$1,000 per month. The net profit from the store has consistently 
been in the neighborhood of $200 per month on $3,000 
of sales. Management feels that the store is not getting its share 
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of the potential volume. Realizing that every hat sold above the 
present volume will contribute $2.00 more profit (equal to the 
cash margin), management offers you one-half of the added profit 
in an effort to stimulate sales. The one-half share offered you 
may be a little far fetched; however, the point is that neither of 
you have anything to lose, but everything to gain. Proper cost in- 
formation is again the foundation for such a plan. 

Reductions in operating costs under the amounts planned by 
strict control of such expenditures are also contributions to the 
betterment of profits. Here again, is an opportunity to stimulate 
individual interest in reducing costs by sharing a portion of the 
savings. Department heads working under such a plan should not 
be saddled with expenses not directly under their control. 

To sum up, proper cost information is the window through 
which the business man can gain an intelligent knowledge of the 
vital problems of his business. Without it, he can neither look 
backward nor forward. It is like flying without instruments, and 
in that sense proper cost information is the most important tool 
of business in the realization of increased profits. 
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STREAMLINED BILLING 


Editor, N. A. C. A. Bulletin: 

The article on “Streamlined Billing” by Harry R. Edwards appearing in 
the July 1 Bulletin was very interesting reading. 

While there is no controversy over the general claims of the advantages 
to the “cycle” feature of the “streamlined” plan, it appears. that still 
further streamlining of the billing operation as outlined could be made 
without sacrificing any of the advantages to the customer. 

One of the features of the plan that many department store customers 
object to is the billing of the total balance from the previous bill amd the 
itemization of payments made against that balance in the current month. 
In general their complaint is this: They receive the May 8 bill indicating 
a balance of $11.33 and pay that bill within the required credit period. To 
such customers, this payment completes the transaction. When they receive 
their next bill the first item appearing thereon is the balance of $11.33 which 
has been paid. The fact that a payment of similar amount appears on the 
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bill does not deter many of them from questioning the appearance of the 
balance which has been paid. Credit psychology is an odd animal—such 
items are, of course, questioned before a complete analysis of the bill is made. 
Complaints of this character must take time to investigate and settle, par- 
ticularly if reference must be made to the film record to complete the in- 
vestigation. 

Many industries determined long ago that the best billing psychology 
was that which eliminated from the bill all except current items. In this 
particular type of billing there are some large department stores who have 
eliminated the items, previous balance and payments, and these stores claim 
this resulted in an improvement in their billing service. 

It appears that such a change could be made in Mr. Edwards’ plan with 
little difficulty. It would require only that payments as received be posted 
to the ledger card and that previous balances be posted net to the next 
bill. While this procedure would require additional. clerical time to post 
and balance payments it has the singular advantage of reducing billing 
time which is of great importance in cycle billing. 

J. R. Cutirnan, 
Denver Chapter. 


Editor, N. A. C. A. Bulletin: 

Every so often N. A. C. A. presents something pertaining to retail ac- 
counting. This is eagerly studied by retail accountants, and by public ac- 
countants specializing in department store work. “Streamlined Billing” by 
Harry R. Edwards in the July 1 Bulletin is a case in point. Comments by 
S. Payson Hall, Forum Section, August 15 Bulletin are pertinent, though 
more easily explained or alibied than are some of the other details of ab- 
breviated, nondescriptive, skeletonized, streamlined, cycle billing. So here 
goes rebuttal of Mr. Hall’s points; 


1. Some of a store’s best salespeople cannot read their own morning’s 
sales checks after lunch, and we did not warn these offenders even in 
1933. In 1944 and 1945 the offending clerks are frequently not here 
in the afternoon to answer for morning errors, and still less fre- 
quently the following afternoon, or the second morning when the 
checks reach “Accounts Receivable” after pre-audit. 

Anyone familiar with the merchandise of a particular department is 
able to decipher or decode any sales check made therein. 

. Retail procedure is predicated on history of volume transactions, and 
experience has proven that Mrs. America makes fewer inquiries con- 
cerning items on a sales check than’she formerly made on statements 
showing “pin” for “pen” and “shirt” for “sheet.” This same experi- 
ence indicates the requirement of a customer signature on sales check 
slows service and costs more than any loss ever occasioned by lack 
of signature. 

R. W. Van Horn, 
Memphis Chapter. 
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Editor N. A. C. A. Bulletin: 


S. Payson Hall has raised a very good question in his contribution in 
August 15 Bulletin and should be given credit for clear thinking. The fol- 
lowing points are made: ; 

1. While under the conventional procedure, the sales slips must be 
deciphered within at least a month after being written, and illegible 
slips may be brought to the attention of the offending clerk both 
for interpretation and as a warning to be less careless; under the 
streamlined system, the sales slips are not of necessity currently 
reviewed in their entirety, with the possible result that carelessness 
will increase. 

. While the photographs of the slips are kept on file for future ref- 
erence, such reference may well occur several months later, at 
which time the sales clerk may no longer be employed by the store, 
or if still employed, will not be able to recall the details of the 
transaction possibly carelessly portrayed on the sales slip. 

. Original sales slips are forwarded to the customer with the monthly 
statement, and if such slips are often illegible or otherwise care- 
lessly prepared, the customer will likewise experience difficulty in 
understanding them and may possibly be unfavorably impressed, 
this despite the fact that the customer’s signature will appear on 
the slip often inscribed in haste and without careful scrutiny. 


In answer to these three questions it is suggested that sales slips may be 
scanned for illegibility, and those not clearly written may be remedied daily. 
These cases may be brought to the attention of the writer of the check cur- 
rently. It is admitted that this same procedure could be followed in the case 
of. conventional billing but there still remains the possibility of errors in 
reading the description of merchandise purchased and the voluminous task of 
transcribing this description accurately on a statement. In the writer’s 
opinion, the customer who purchased the merchandise would be aided in 
identifying the merchandise description from the sales check by his memory 
of the purchase and also the price indicated on the sales check. In addition 
to these facts the customer would have, as Mr. Hall mentioned, the original 
sales slip with his own signature thereon as positive proof of his purchase. 

So far as losing the opportunity for training the salesperson to write 
sales slips neatly and legibly, a continuous campaign may be carried on for 
this purpose by training department representatives. For instance, checks 
may be made of sales ships in each department periodically and careless in- 
dividuals cautioned or released. 

Harry R. Epwarps, 


Columbus Chapter. 


ootani Costs UNDER DECENTRALIZED PRODUCTION 
Editor N. ALG. Bulletin: 
C. E. Carlson’s article, “Standard Costs Under Decentralized Production” 
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in the June 1 Bulletin has been very helpful to me in solving a difficult cost 
accounting problem. Perhaps a letter of comment may help some other mem- 
ber who may have missed the article and is busily preparing to take advan- 
tage of his opportunity in setting up cost accounting, standard cost, and 
budgetary control for the coming highly competitive peacetime economy. 

Although the article is full of valuable information, the part to which I 
would like to refer and which gave me the idea for handling my particular 
problem is in the way the cost of lead, the major ingredient of batteries, is 
treated in the standard cost setup. A standard value on lead is established 
after a periodic review of the price of lead, and the difference between the 
actual purchase cost and the standard value is placed in a.reserve account. 
This account is a valuation account and included with the inventory items 
for the purpose of financial reporting. Then at the end of each accounting 
period, an adjustment based on the number of batteries sold is made, charging 
the reserve account and crediting the cost of sales account with the amount 
of the price variation on the quantity of lead in the batteries sold. 

In the fine chemical business, there are a number of major crude materials 
which have sizeable price fluctuations, and the idea developed by Mr. Carlson 
has been adopted in the handling of the price factor for these crudes in our 
standard cost accounting system. The crude materials are the main ingredi- 
ents of many different end products, and it is practically impossible to apply 
the price variations between the various classifications of the inventory and 
the cost of sales. In our experience with this plan, we have had to charge 
the reserve account on purchases of several of the crudes because current 
purchase prices were higher than those taken as standard values. For ex- 
ample, mercury metal was set at $128 per flask and after reaching a high of 
$170 per flask is now selling at $110 per flask, with the prospects that it will 
go lower. The technique of the plan is the same whether the purchase price 
is for more or less than the standard with the exception perhaps that a 
more appropriate name should be assigned the valuation account under these 
conditions. 

Thanks to N. A. C. A. and especially to Mr. Carlson for the means of 
helping us with a solution for our particular problem. It pays dividends to 
read or at least examine every article appearing in the N. A. C. A. Bulletins. 

H. W. Luenstrorn, 


St. Louis Chapter. 





FP ea ee me F 


September 15, 1945 N. A.C. A. Bulletin 








COST CURRENTS | 








New J.T.R. Revision—Revision No. 3 of the Joint Termination Regula- 
tion has been issued under date of August- 10, 1945. Numerous changes 
have been made to include new and revised rules of the Office of Contract 
Settlement, Surplus Property Board, and other agencies. Section IV deal- 
ing with contractors’ inventories has been largely rewritten. The regula- 
tions governing the disposition of inventories are summarized in the outline 
on the following pages which is taken from the regulation. 


The revision is being distributed by the Readjustment Distribution Center, 
90 Church Street, New York 7, N. Y. 


Wage and Salary Restrictions Changed—The War Labor Board’s 
amended regulations, effective as of August 18, 1945, and amended Treasury 
regulations now permit pay increases without approval if they do not in- 
volve an increase in prices. There is no change, however, in the previously 
existing rules covering wage and salary reductions. Thus, approval still is 
required for any reduction in wages or salaries subject to the control of 
the War Labor Board. 


Special Provisions of Tax Adjustment Act of 1945.—Taxpayers are 
now generally familiar with the new provisions of the tax law whereby 
current installments on 1944 taxes can be reduced by reason of the excess 
profits tax postwar refund. The following excerpts from a recent state- 
ment by Commissioner Nunan will serve, however, to explain certain other 
pertinent provisions of the act and to indicate the procedures involved. 


Redemption of Excess Profits Refund Bonds—Formerly, a corpora- 
tion was issued “Excess Profits Tax Refund Bonds” to evidence the 10 per 
cent postwar refund due on its excess profits tax. These bonds were to 
become redeemable at specified dates after the war. Under the new law, 
all bonds of this type will become redeemable in cash, at the option of the 
holder, on or after January 1, 1946. Specific procedure for presentation 
of the bonds for redemption will be issued soon by the Secretary of the 
Treasury. In- instances where bonds are due a corporation but cannot be 
issued prior to January 1, 1946, the corporation will receive cash instead 
of bonds. 


Deferment of Current Taxes Due to Anticipated Carryback—The new 
law permits corporations who anticipate carryback refunds (due to either 
“net operating loss” or “unused excess profits credit” in the current year) 
to defer current tax payments equal to the anticipated refund, pending final 
determination of the refund. The Bureau has prepared a special blank, 
Form 1138, for the taxpayer to use in applying for such deferments to the 
collector to whom the tax is payable. 
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RETENTIONS AND SALES OF 
DETERMINATIONS 








None 
None 











Best price obtainable 





WHERE CLAIM IS $10,000 OR 





Best price obtainable None 





(5) Retentions for use (445.3) 


Best price obtainable None 





(6) Sales and retentions for resale of un- 
. serviceable material (445.4) 





(7) Sales and retentions for resale of scrap 
im exceptional cases (445.5) 





(8) Sales and retentions for resale of cerv- 
iceable material (445.6) 
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CONTRACTOR INVENTORY* BY CONTRACTOR 


SCRAP WARRANTY OR APPROVAL OF RETEN- REQUIRED REVIEW OF 
REPRESENTATION TION OB SALE APPROVAL 





AMOUNT OF CLAIM 


None 

















MORE (Except (1), (2) and (3)) 


None 














Scrap warranty 





‘Use representation if sale is for leas than 
50% of cost 
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90-Day Refund Due to Carryback—The deferment described in the 
preceding paragraph will be based on a mid-year estimate by a corporation 
of its carryback. Therefore, when the taxable year is over and the exact 
amount of carryback can be determined, a corporation which has deferred 
current taxes on account of an anticipated carryback should file an applica- 
tion on Form 1139 for an expedited adjustment. Similar applications also 
may be filed by corporations which, though entitled to carrybacks, have not 
deferred any current taxes. Individuals having a net operating loss carry- 
back may apply for corresponding adjustments by making an application 
on Form 1045. In all these instances, the Commissioner will, within 90 
days, make a tentative refund of any amount due in excess of deferred 
taxes, unless he finds “material ommissions or errors” in the applications. 


90-Day Refunds Due to Amortization Allowances. on Terminated 
Wear Facilities—Many taxpayers with war contracts have received special 
permission to take amortization deductions over a five-year period on cer- 
tain “emergency facilities.” If before the expiration of the five years the 
War Production Board has certified that the facilities are no longer needed 
for emergency purposes (or the President proclaims the end of the emer- 
gency), the taxpayer may file a notice terminating the arrangement and file 
an application for tentative adjustment or refund of his prior years’ taxes 
on the basis of the shorter period of amortization. Unless he finds material 
omissions or errors in the application, the Commissioner will, within 90 
days, determine the amount due the taxpayer, apply as much of it as neces- 
sary to outstanding taxes owned by the taxpayer, and refund the balance. 
Two special forms (Form 1140 for corporations and Form 1046 for in- 
dividuals) have been prepared for the use of war contractors desiring such 
tentative adjustments. 

If for any reason not covered in the preceding paragraphs the taxpayer 
has any tax payments coming due while an application is pending for a 90- 
day refund on account of a carryback or amortization allowance, he may 
apply to the collector of internal revenue for an extension of time so as to 
avoid making any payments which would thereafter have to be refunded 


to him. 


- 
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in the =. MEMBERS OF RESEARCH COMMITTEE ANNOUNCED 

oration =~ At the meeting of the National Board on August 17, President Moore 

- exact announced that the following N. A. C. A. members from the industrial, 

ferred public accounting, and educational fields had agreed to serve as members 

pplica- of the new Research Committee : 

“— Thomas H. Sanders, Professor of Accounting, Graduate School of Busi- 

carry- ness Administration, Harvard University, Chairman 

atfems David R. Anderson, Comptroller, Kendall Company. 

hin 90 William M. Bechler, Assistant Controller, The B. F. Goodrich Cénesnaes: 

el Dudley E, Browne, Comptroller, Lockheed Aircraft Corporation. 

ations, Eric A. Camman, Partner, Peat, Marwick, Mitchell & Company. 
Thomas A. Dunbar, Comptroller, Boston Elevated Railway Company. 

inated George D. Ellis, Secretary and Controller, Combustion Engineering 

special Company, Inc. 


William H. Franklin, Controller, Caterpillar Tractor Company. 

E. Stewart Freeman, Company Auditor, Dennison Manufacturing 
Company. 

Milton H. Friedberg, Partner, Milton H. Friedberg & Company. 

Howard C. Greer, Vice .President and General Manager, Kingan & 
Company. 

Col. H. A. Gidney, Vice President and Comptroller, Gulf Refining 
Company. 

Edward J. Hanley, Secretary and Treasurer, Allegheny Steel Cor- 
poration. 

Harry E. Howell, Assistant Director for Pricing, Purchases Division, 
ASF Headquarters. 

David Himmelblau, Chairman of Accounting Department, School of Com- 
merce, Northwestern University. 

John B. Inglis, Partner, Price, Waterhouse & Company. 

J. Hugh Jackson, Dean, Graduate School of Business, Stanford Uni- 
versity. 

Theodore Lang, Professor of Accounting, New York University. 

Oscar N. Lindahl, Vice President, Carnegie Illinois Steel Corporation. 

R. G. Lochiel, Vice President and Treasurer, Pennsylvania Central Air- 
lines. 

H. T. McAnly, Resident Partner, Ernst & Ernst. 

William F, Marsh, Partner, Lybrand, Ross Bros. & Montgomery. 

Logan Monroe, Controller, Eaton Manufacturing Company. 

Martin A. Moore, Comptroller, Hyatt Bearings Division, sensed Motors 
Corporation. 

Harold W. Scott, Partner, Haskins & Sells. 

Roscoe Seybold, Vice President and anne, Westinghouse Electric 
Corporation. 

Charles R. Stevenson, Partner, Stevenson, Saati & Harrison, Inc. 

George A. Ware, Comptroller, Cost Engineering Service, American Paper 
& Pulp Association. 
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THE STEVENSON TROPHY COMPETITION 


Comments Replace Detailed Tables—In the past it has been 
the practice to publish in the Bulletin for the fifteenth of each 
month a complete tabulation of chapter standings in the Stevenson 
Trophy Competition. These reports largely duplicate reports fur- 
nished chapter officers and directors monthly and are being discon- 
tinued.. In their place this page of the Bulletin for the fifteenth of 
each month wilt be devoted to comments on the progress of the 
Competition, designed to highlight important developments and 
give an over-all coverage of all features of the Competition during 
the course of the year. 


Standings Become Significant with Resumption of Chapter 
Meetings—lIt is, of course, too early in the Trophy year for the 
standings to be of great significance. Changes in the Trophy rules 
give attendance of members at chapter meetings increased import- 
ance in the Competition. With the resumption of chapter meetings 
and other activities in September, the standings will begin to reflect 
the effect of a full calendar of activities. 


Basis for Award of Carter Trophy for 1945-46—An important 


change in the Competition of particular interest to new chapters is 
the change in the basis for awarding the Carter Trophy for the 
current year only. In the past this trophy has been awarded to the 
chapter showing the greatest improvement in standing during the 
year. Comparison of standings for two years gives a good measure 
of improvement only when the standings for the two years have 
been developed under fairly uniform rules. Because of the exten- 
sive changes in the rules effective with the beginning of the current 
trophy year, Clinton W. Bennett, National Director in charge of 
Chapters, has announced a change in the basis for awarding the 
Carter Trophy, applicable to the current year only. Major General 
Arthur H. Carter has approved a plan for the awarding of the 
Trophy for the current year to the chapter organized after Septem- 
ber I, 1943, which finishes highest in the Stevenson Trophy Com- 
petition. The following new chapters are eligible to compete for 
the Carter Trophy: Calumet, Cedar Rapids, Des Moines, Evans- 
ville, Hagerstown, Jackson, Muskegon, Wabash Valley, Williams- 
port, and Tulsa. 
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